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ECON203, Trimester 2 2018 


Answer ANY FOUR (4) of the EIGHT (8) questions below in the answer 
books provided. 


1. Assume that the economy has begun to slow down and the RBA Board has met and 
decided that now is the appropriate time to stimulate the economy by easing monetary 
policy. Therefore, the board’s decision is to increase the rate of activity in the economy 
by decreasing the cash rate and increasing the money supply by purchasing repos in 
open market operations. 


Using a flowchart, discuss the process of monetary policy transmission and economic 
activity across the financial and real sectors of the economy resulting from this decision. 


2. With the aid of diagrams, explain the loanable funds theory of interest. 


3. Describe interest rate risk and its two components. Explain how interest rate risk can be 
measured and managed. 


4. — Explain the meaning of the “term structure of interest rates”. Using diagrams, discuss the 
various theories that explain changes in the “term structure of interest rates”. 


5. Define the money market. Describe its basic operation and economic role. Explain the 
characteristics of money market instruments. 


6. Using a concept map, explain the process of securitisation. What are the benefits of this 
process for banks? 


7. Why are convertible securities more attractive to investors compared with simply holding 
a firm’s preference shares or corporate bonds? 


8. An investor looks at market reports and sees that they can buy a call option over 1000 
Rio Tinto shares at $8 with a strike price of $88 and a six month expiry (delivery). After 
4 months the price in the physical market goes to $100. What will the investor do to obtain 
the best financial outcome? With the aid of a diagram, identify and quantify the financial 
gains/losses of the writer and buyer? 


Please remember - This examination paper MUST BE HANDED IN. Failure to do so will result in the 
cancellation of all marks for this examination. 
Writing your name and number on the front will help us confirm that your paper has been returned. 


